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Monetary Policy: Goals and Strategy

I'm delighted to appear today before the National Association of Business Economists.
To provide some background for your thinking about the conduct of monetary policy going
forward, I'd like to discuss the appropriate ultimate objectives for the Federal Reserve and the
strategies fbr attgining those gbals. A backdrop for my remarks is the \worldwide upsurge in
sentiment supporting price stability as the primary long-term goal for monetary policy. In
several foreign countries this sentiment has been reflected in a move to explicit inflation
targetihg, which I'll discuss. I'll touch on some innovative recent research by economists
which highlights the advantagesv'of employing policy fe‘edbac\k rules to implement a price
stability objective. Are suchapproaches useful in the Uniteci States? This will be the focus
of my talk.

Any discussipn of the strategy for conducting monetary policy must begin by
specifying the appropriate goals. In my view, the appropriate primary long-term goal for the
Federal Reserve should be price stability, an objective V"hiCh no one would deny is within the
power of the central bank to accomplish. This view will probably not prove controversiat
here. Inflation clearly creates cbsts: it distorts price signals, complicates business plaﬂ:ﬁng,
‘induces arbitrary redistributions of wealth and, under the current tax system, likely raisés the
cost of capital, diminishing the incentives to save and invest. Uncertainty about inflation is
reflected in risk premia embodied in interest rates and in increased ;'oncem by househblds
about their future financial security. Recent history has provided all too many country case
studies--from Latin America, Eastern Europe and the former Soviet Union--which exemplify
the economic disruptions which inflation causes when it reaches high or hyperinflationary

levels.  But even when inﬂatioh is far lower--as in the United States during the 1970's and



early 8‘0’sf-it still imposes costs.

While few economists would deny that price stability should be the primary‘ long-run
goal of a central bank, some would argue that it should be the one and only goal, because the
Federal Reserve can contribute little else. This wrongminded conclusion cannot be justified
by éppeal‘ to the well-known natural rate hypothesis, according to which, there is no long-run
tradeoff betweén unemployment and inflation. Like most mainstream economists, I accept the
natural rate theory, as a first approximation, of how the inflation process works in the United
‘States. Accordingly, I believe that any attempt to push the economy to operate with labor<
market slack below some minimum level is apt to entail not just higher but accelérating.
inflation--a clearly unacceptable outcome. That minimum rate--the natural rate or NAIRU;-
importantly reflects a number of -structural aspects of the economy, including the efficiency of
the labor market in matching workers to job vacancies, the geographic mobility of workers,
the quality of the skills they bring to the labor market, the demographics of the labor force,
and the extent of structuralrmismatch between job vacancies and unemployed workers. This
rate can vary over time.

According to a simple version of the natural rate hypothesis, the NAIRU is immuhe to
the conduct of monetary policy. Conceivably, however, a protracted period of high |
unemployment could cause an increase in the NAIRU. This cbuld occur if workers who are
ﬁnemployed for a long period of time find that their job skills deteriorate and so their labor
market attachment decreases. As a result, they may--by their disengaged unemployment--
afford over time a lower level of effective festraint on the wages of employed workers. Some

- evidence for such hysteresis effects can be found in European countries, but not, thus far, in
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the United States, apparently because of the flexibility of our labor markets.

Even if we assume that Federal Reserve policy has no impact at all on the natural rate
of unemployment, it does not follow that the Fed should focus exclusively on inflation.
Indeed, I think that the Federal Reserve should, can and has done more. In my view,
monetary policy is ﬁeeded, and has succeeded, iri smoothing the ups. and dbwns of the
business cyclé--mitigating economic fluctuations and stabilizing output and employment in the
U.S. economy. Fluctuations in output and jobs diminish welfare, impede business and
household planning and create uncertainty which is harmful to investment. Volatility in
employment impairs the job security of workers. Households and businesses dislike |
fluctuations in output and employment. Their preferences aren't foolish or irrational--they are .
extremely sensible. It thus follows that stabilization of output and employment is a second
appropriate goal for the Federal Reserve.

In some academic audiences steeped in rational expeétatjons theory, I would feel
compelled to explain how the Federal Reserve can have any systematic real short-run effects
on the economy. But I need not convincey this audience that we can'inﬂﬁence real interest
rates, which in turn will impinge on real economic activity. I believe this point is amply
demonstrated by U.S. experience ranging from the recession of 1981-82 through the current
lengthy economic expansion. I further think that this experience suggests that our actions on
balance have worked to stabilize real output and employment. I recognize the difficulty of
conducting monetary policy over time in a way tﬁat will damp business cycles, and I will
return to this subject later in my talk. But I do not concede that uncertainties of economic

forecasts and long and variable policy lags inevitably doom our best efforts to failure. The
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record to me indicates that within limits "tuning” works, even if it's not fine.

Because the American people possess multiple goals, and because the Federal Reserve
can have a desirable short-run effect on economic performance across multiple dimensions, I
think it follows almost automatically that the Federal Reserve should be directed to pursue
multiple objectives simultaneously. Some people wonder whether the Federal Reserve can
simultaneously pursue both price and output stability as dual objectives when the Fed has
only one tool--the Federal funds rate--at its disposal. They argue that with one tool, the Fed
should focus on just one goal and ignore all else. As I see it, in the world of the namral<rate
theory, there is no conflict whatever between pursuing price stability as the primary long-term
goal while simultaneously operating to help stabilize the economy's real economic
performance. During the transition toward price stability, placing weight on the output
stabilization objective implies that piogress in reducing inflation should be gradual. Even
after price stability has been ‘attained, there will remain some tradeoff between reducing the
volatility of real outcomes and reducing the variability of inflation around whatever measured
target is d’eerﬁed to correspond to price stability. On many occasions though, as when the
economy is buffeted by demand shocks, the Federal Reserve's usual policy of leaning against
the wind serves the dual objectives of reduced output volatility and low and stable inflation
simultaneously.

The existence of policy tradeoffs requires a strétegy for managing them. John Taylor,
of Stahford University, has designed a policy rule of thumb that neatly illustrates how a
central bank can pursue stabiliiation policy without losing its focus on the long-term price

stability goal. According to the Taylor rule, the Fed's key instrument, the federal funds rate,
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should respond to gaps between actual and ideal pérformance on each of the Fed's dual
objectives--price stability and output stability. The Taylor rule calls for the Fed to adjust the
real federal funds rate above his estimated 2% "neutral" or "equilibrium" level, bf an amount
which depends on the deviation between actual and potential output aﬁd the deviation
between actual and target inflation. More precisely, as Taylor originally formulated his rule,
the “real federal funds rate"--measured as the gap between the nominal funds rate and the 4
quarter rate of change in the GDP deflator--was set at 2% + 1/2 the gap between‘ actual
output and potential output + 1/2 the gap between actual inflation and Taylor's assumed 2%
target. If both gaés are zero, the central bank sets the real federal funds rate at 2 percent, by
setting the nominal funds rate 2 percentage points above the inflation rate over the last four
quarters. (That is, the nominal funds rate would be 4 percent.) Taylor set the long-run
inflation target at 2 percent, referring to the implicit GDP deflator. If real output were to
move up relative to its potential, or the inflation rate were to ri;e above its target, say by 1
percentage point in either case, then the central bank would respond by moving the real
federal funds rate up by 1/2 percentage point. |

As a general strategy for conducting monetary policy, this rule-of-thumb has several
desirable features. By incorporating an explicit long-run inflation target, it affords the
macroeconomy a built-in nominal anchor. When output is at its potential, the rule implies
that the real federal funds rate will be above its long-run equilibrium level when .the tre;ld
inflation rate exceeds its long-run target. By this measure, the degree of mbneﬁw tightness
would be proportional to the overshooting of inflation from this target, other things equal.

Following this rule-of-thumb would set forces in motion ultimately leading to attainment of
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the inﬂatioh target. The central bank would not allow the inflation rate to follow a random
walk across business cycles, which in the face of economic shocks could well result if the
Federal Reserve were to focus solely von real economic performance. A central bank that
adhered to the Taylor rule would certainly deserve credibility in the public's mind for its
anti-inflationary resolve. At the same time, the central bank would act to resist business
cycles affecting real output and employment. And here tob, the larger the deviation from
potential, the larger the policy response, other things equal.

Another feature of Taylor's specification of his rule is a willingness to accept
somewhat more temporary inflation than otherwise to ﬁrevent output from falling further
below its potential in the short run. The central bank would leave the real federal funds rate
unchangéd if, for example, the four-quarter inflation rate rose by 1 percentage point while
simultaneously real output fell 1 percent below its potential. In the face of an oil shock,
therefore, the central bank would be willing to accept some near-term worsening of inflation
to avoid even less output in the short run. The Taylor rule, like nominal GNP targeting rules
vwhich are first cousins, embody a strategy for handling tradeoffs on occasions when the need
arises. Sometimes a central bank would lower the real funds rate to combat a rise in
unemployment even with inflation above target, but such steps would be taken in the context
of a systematic long-run strategy. geared toward price stability. This acceptance of a specific
short-run tradeoff between the two objectives strikes me as the logical consequence of having
multiple objectives.

A third desirable feature of rules like Taylor's is that they have been shown in

stochastic simulations using large-scale econometric models to deliver remarkably good
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performance in the face of a wide ’variety of shocks in circumstances when policymakers
know neither the structure of the economy nor the actual source of shocks which are
operative. Taylor-type rules, with feedback from inflation and output gaps to short term
interest rates, typically earn higher scores than such valtema'tive approaches as pure inflation
targets, fixed exchange rates, monetary aggregate targets, and nominal GNP targets when
social welfare depends on both of those gaps. To the best of my knowledge, no one has
demonstrated that Taylor's ad hoc reaction function is ideal in any sense, and the search for
better feedback rules for monetary policy remains an active research area in academia an& at
the Federal ReServe. If one knew the source of a particular shock, whether it were permanent
or transitdry, and the appropriate model of the economy, including the precise lag structure of
the effects of policy, or if one were to use forecast values of inflation and output in the
fécdback mechanism father than just the current levels, one could surely do better. The
Federal Open Market Committee is always trying to do better. But unfortﬁnately, I must
confess that just occasionally even your almost omniscient Federal Reserve harbors some
doubt about the source of shocks, the structure of the economy and the reliability of our
forecasts of inflation and output running 6-8 quarters out. So a response system which is
robust in the face of mistakes has a certain appeal. |

Finally, the framework of a Taylor-type rule could helb the Federal Reserve
communicate to the public the rationale behind policy moves, and how those moves are
consistent with its objectives. For example, if inflation were at its long-run target and output
were below its potential, the Fed might well choose to adopt an easier-than-average stance of

policy. Making reference to the Taylor rule or some similar framework mightkhelp the Fed



